I. INTRODUCTION
The last 15 years have witnessed dramatic changes in countries in Central and Eastern Europe (CEE). All of these countries have been the recipients of substantial net capital flows, as befits their overall capital scarcity, relatively high initial levels of human capital and the institutional anchor of actual or potential membership of the European Union (EU). While overall output performance during this period is still conditioned by the initial output decline, growth rates in several CEE countries during the past decade has been high by emerging market standards.
The accumulation of external liabilities can accelerate the growth convergence process and allow a fast-growing country to exploit investment opportunities while raising its consumption level in advance of increases in its income. For countries that are making substantial recourse to foreign capital, two important issues arise. First, as the burden of investment income and principal repayments increases over time, borrowing countries need to ensure that trade surpluses allow the external position to stabilize or decline, relative to the size of the economy. The size of the needed trade surpluses depends not only on the outstanding stock of accumulated liabilities and the rate of output growth, but also on the expected rates of return on a country's foreign assets and liabilities, which will be heavily influenced by the composition of its international balance sheet.
A second important issue for an indebted economy is an assessment of its degree of vulnerability to financial shocks. For instance, the international financial crises of the 1990s highlighted the potential volatility involved in a heavy reliance on certain types of external finance, especially short-term foreign-currency debt. For this reason, it is also important to understand the risk profile of a country's international financial liabilities. Accordingly, this paper focuses on the evolution of the external position in CEE countries over the past decade, with a strong emphasis on the composition of the international balance sheet. It assesses the extent of their international financial integration, in comparison to the advanced economies and other emerging markets. It also highlights the most salient features of their external capital structure in terms of the relative importance of FDI, portfolio equity and debt categories in the overall level of external liabilities. In addition, it briefly describes the bilateral and currency composition of their external liabilities. These stylized facts are used to explore the implications of the accumulated stock of external liabilities for future trade and current account balances.
Our data analysis highlights the large accumulation of net external liabilities in several CEE countries during the past decade, in contrast with trends in other emerging markets. In contrast to previous episodes of high net capital flows to some emerging markets (such as Latin America in the late 1970s and early 1990s), we find that direct investment flows have been especially prominent in financing external current account imbalances in the CEEC. While equity-type flows allow the borrowing country to share risk with foreign investors more effectively than foreign-currency debt, because the profitability of FDI is likely to be linked to the performance of the domestic economy, the rate of return on external liabilities can actually be higher than the rate of return on debt, to the extent that direct investors require an equity premium. In terms of bilateral patterns, there are strong geographic factors driving capital flows, with Western European countries the dominant external investors in this region and the United States only significant for portfolio equity flows.
Looking to the medium term, we calculate that CEE countries will have to run (relatively modest) future surpluses on their balance of goods, services, and transfers to stabilize their net external position. Nevertheless, given the large trade deficits several of these countries are currently running, the needed shift in the trade balance is substantial, particularly for the Baltic countries, Bulgaria, and Romania. Faster export growth, lower spreads on external debt, higher EU transfers, and higher labor remittances can all contribute to the needed external adjustment.
The structure of the rest of the paper is as follows. We present the main stylized facts concerning the aggregate net and gross external positions in section II, followed by a description of the bilateral and currency composition of their external liabilities in section III. We turn to an analysis of external adjustment dynamics in section IV, presenting an accounting framework and making some projections for the future path for the trade balance as a function of some key parameters. Section V offers some concluding remarks, drawing out the policy implications of our analysis.
II. THE MAIN STYLIZED FACTS: AGGREGATE DATA
In this section we provide some stylized facts on the external portfolio of countries in Central and Eastern Europe. In particular, we compare the situation at end-2004-the most recent data currently available-with the situation one decade earlier, in the early stages of the transition process. To put these facts in context, we compare these countries with other emerging and developing economies, as well as to the EU-15 countries.
A. Trends in the current account and net external positions
Figure 1 provides a simple illustrative scatter plot of the net external position in developing countries and emerging markets at the end of 1994, depicting net external assets (as a percent of GDP) together with GDP per capita. Three of the CEE countries in the region-Bulgaria, Hungary, and Poland-had relatively large net external liabilities, primarily in the form of external debt.
2 In the remaining countries instead the net external position was broadly balanced, and hence substantially stronger than the average position for emerging markets. Given these initial conditions, it was natural to expect substantial net capital flowing to these countries, to take advantage of the high rate of return on capital and catch-up opportunities.
And substantial net capital inflows did indeed take place. During the period 1995-2004, the 11 CEE countries ran on average a current account deficit of over 5 ½ percent of GDP, with a peak average of 8.4 percent in Estonia.
3 In contrast, the average current account deficit in Latin American countries during this decade was 2.2 percent, while emerging Asian countries ran on average a current account surplus of over 3 percent of GDP. Beyond the spillover effects from the 1998 Russian default, the CEE countries were much more insulated from the international financial crises than the other emerging market regions, and experienced lower volatility in net flows.
As a result of this long sequence of current account deficits, the picture regarding net external liabilities in CEE countries has changed dramatically (Figure 2) . At one extreme, Estonia and Hungary stand out with external liabilities close to the size of the country's GDP. At the other, Slovenia-the country with the highest GDP per capita in the group-maintains a much smaller net external position. It is also interesting to notice that the lower-income countries (i.e. Greece and Portugal) among those that comprised EU membership before the 2004 enlargement (henceforth the EU-15) also experienced a very sharp deterioration in their net external position during the period. In part, it seems, the large current account deficits of the CEE countries were facilitated by a greater degree of financial integration at both European and global levels that have made it easier to sustain greater external imbalances.
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B. International financial integration
The large current account deficits in CEE countries were the result of substantial capital inflows (averaging over 10 percent of GDP per annum for the group as a whole, with peaks of 16 percent of GDP in Estonia and Latvia) and nontrivial capital outflows (averaging over 4 ½ percent of GDP per annum, with peaks of 8 percent of GDP in Estonia and Latvia). As a result of these developments, the overall degree of international financial integration of the region (measured as the sum of external assets and liabilities, divided by GDP) has more or less doubled during the past decade, increasing from an average of 80 percent of GDP in 1994 to over 160 percent in 2004. It stands at over 250 percent of GDP in Estonia, and over 180 percent of GDP in Croatia, Hungary, and Latvia.
In part, these developments reflects a global trend towards increased cross-border asset trade (see Lane and Milesi-Ferretti, 2006) . However, it is also the result of capital account liberalization in the CEE countries, together with other policy reforms that have increased financial deepening.
5 While the level of international financial integration remains well below that achieved by the EU-15 group, it is now higher than the median value in other emerging markets and developing countries (Figure 3 ).
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C. Portfolio composition
In the early stages of the transition period, most external liabilities in CEE countries were in the form of external debt-total equity liabilities (including FDI and portfolio equity) exceeded 10 percent of GDP at the end of 1994 only in Hungary (17 percent), Czech Republic and Estonia (both around 13 percent). For the region as a whole, the share of equity in total liabilities was around 10 percent. During the past decade, this share has increased very rapidly, fueled by large inflows of foreign direct investment, and now stands at close to 50 percent of total external liabilities, in line with the average in other emerging markets and developing countries, and well above the average in the EU-15 group (Figure 4 ).
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The contrast with the composition of external liabilities for the EU-15 group (and, to a lesser extent, with the portfolio composition of other emerging and developing economies) is stronger if one separates out the share of foreign direct investment in total liabilities ( Figure  5 ). Equity liabilities in CEE economies almost entirely take the form of FDI, while portfolio equity liabilities represent a much larger share of total liabilities in the EU15 than in the CEEC group.
Looking at the evolution of the external capital structure over time, the data suggest a tapering off of high foreign direct investment inflows in some countries in 2003 , while such inflows have remained high in Estonia and the 3 EU candidate countries. Looking forward, it is clear that the trend increase in direct investment liabilities (relative to the size of the economy) cannot continue at the same pace, particularly in countries where the ratio implies foreign ownership of a substantial fraction of the domestic capital stock. At end-2004, the stock of FDI relative to GDP was close to 90 percent in Estonia, and over 60 percent in Hungary.
On the external asset side, foreign exchange reserves and other debt assets account for the lion's share of CEE countries' holdings ( Figure 6 ). In contrast, foreign exchange reserves represent a negligible share of external holdings for the EU-15 group (and other industrial countries, excluding Japan), while equity holdings play an increasingly important role. The pattern for other emerging and developing economies is more similar to the one for the CEEC, but the equity component plays a more important role. 9 Figure 7 summarizes the net external portfolios of CEE countries at the end of 2004: all 11 countries have a negative net equity position, with Estonia's equity liabilities close to 100 percent of GDP on one extreme, and Slovenia's 15 percent of GDP at the other extreme, and 9 of them have a negative net debt position (with the Czech Republic and the Slovak Republic being the exception).
The heavy weighting of FDI in the composition of the CEEC's external liabilities has a number of interesting implications.
10 First, FDI has attractive risk-sharing properties in that the return to the foreign investor is not fixed but rather depends on the performance of the investment. In this way, by shifting risk to the foreign investor, the CEE countries may have been able to run larger current account deficits than would otherwise have been possible, accelerating the convergence process.
11 Second, to the extent that FDI is also a vehicle for technology transfer, large FDI inflows may also have raised productivity and income growth in the CEEC group. However, as will be analyzed further below in section IV, these positive attributes may come at the cost of a higher return that must be paid to the foreign investor such that a smaller fraction of the income from FDI-financed projects is captured by domestic residents.
The relatively minor contribution of portfolio equity inflows also merits discussion. Stulz (2006) argues that CEE countries generally scores poorly in terms of corporate governance, such that foreign investors face the risk that profits are diverted either by insiders or through political intervention. Accordingly, we may expect that this source of external investment could play a more important role in the future to the extent that the CEE economies undertake sufficient corporate reforms to match the governance standards in best-practice economies.
On the asset side of the international balance sheet, we may expect that rising income levels and greater trade openness in the CEE countries will be associated with greater levels of external FDI and portfolio equity investment than is currently observed. As private-sector portfolios become more internationally diversified, the relative size of foreign exchange reserves is likely to decline.
III. THE MAIN STYLIZED FACTS: BILATERAL DATA
In addition to the aggregate data, it is useful to understand the bilateral composition of the external liabilities of the CEE countries. First, the identity of foreign investors may be important in the transmission of international financial shocks-a banking crisis in country X will have a greater spillover impact on the CEE countries, the more important is this group in country X's external asset portfolio. Second, the pricing of CEE assets depends on the composition of the investor base, since asset returns are more highly correlated between countries that have a tighter degree of financial integration. Third, bilateral investment patterns are important in assessing the valuation impact on the external position of movements in key currencies: a devaluation of some CEE country against the US dollar will be less important than a devaluation against the euro to the extent that foreign currency debt is mostly denominated in the latter currency. Tables 1a-1d show the composition of the CEEC's external liabilities across a number of investment categories. We combine data from a number of sources: Eurostat for the composition of FDI, the Bank of International Settlements (BIS) for bank assets and the International Monetary Fund's Coordinated Portfolio Investment Survey (CPIS) for portfolio equity and portfolio debt.
Taking first the composition of FDI in Table 1a , we see that the euro area is collectively the most important source of direct investment for most CEE countries. Among the EMU member countries, Austria and Germany are especially significant, with Finland prominent as an investor in the Baltics and Greece important for Bulgaria and Romania. Similar to Finland, Denmark and Sweden also loom large as direct investors in the Baltics. The United Kingdom and United States are also important investors in the Central European countries but the CEEC group is relatively under-represented in the FDI portfolios of these countries. Finally, the scale of intra-CEEC direct investment is worth noting, being especially important for Croatia, Latvia and Lithuania.
We turn to the composition of portfolio equity liabilities in Table 1b . In contrast to the FDI case, we see that the United States and the United Kingdom are important portfolio equity investors in the major CEE countries, while the euro area remains the most important source for the group. (An important exception is that the Czech Republic is the largest portfolio equity investor in the Slovak Republic.) Table 1c shows the distribution of the liabilities of the CEE countries to the banks from the set of BIS reporting countries. The euro area and the United Kingdom are the dominant sources of external bank finance for most of the CEE countries, with the United States and other non-European sources taking a trivially-small share. Again, Austria and Germany are the most important investors in the CEEC among the EMU member countries, with Finland prominent for the Baltics and Italy for Bulgaria. Similar to the FDI case, Sweden is most important external investor in the Baltics. Finally, we turn to portfolio debt in Table 1d . In contrast to the portfolio equity case, the euro area is the most important external holder of the portfolio debt securities issued by the CEE countries, while Japan, the United Kingdom and the United States are important for some individual countries. (In contrast to the other categories, the data do not indicate that Sweden is an important source of portfolio debt investment for the Baltics).
Taken together, Tables 1a-1d show that geographical proximity is an important driver of direct investment and bank investment in the CEE countries, while the relative stability of the currencies of the CEE countries against the euro may help explain the pre-eminence of the euro area as a source of portfolio debt investment. The main non-European financial linkage is in terms of portfolio equity investment-this is the sole category in which the United States takes a prominent role as an external investor in the CEE countries.
An interesting question for future research is the extent to which the heavy dominance of intra-European financial cross-holdings can be explained by trade ties together with geographical and cultural proximity, and whether the institutional environment seems to matter above and beyond these factors. 12 In particular, it would be illuminating to know how EU membership (or the prospect thereof) and, in addition, ultimate entry into EMU affects the allocation decisions of investors.
We turn to a (partial) view on the currency composition of external debt in Table 2 , which reports the currency denomination of the international bonds issued by CEE countries, as well as the relative importance of these bond issues in total external debt.
13 Most international bonds are denominated in euro, with the dollar the second most important currency and the yen and sterling taking a non-trivial share for only a couple of countries. The prominence of the euro in the foreign-currency debt of these countries implies that the bilateral exchange rates of the CEE countries vis-à-vis the euro are an important factor in determining the stability and dynamics of their external debt positions. However, a comprehensive view on the effects of exchange rate changes on the debt burden would require additional data on the currency of denomination of external debt-as shown in the last column of Table 2 , international bonds represent only a fraction of total debt liabilities 12 Empirical work for a large sample of countries suggests that these linkages indeed explain a large proportion of bilateral variation in investment patterns (see, for example, Lane and Milesi-Ferretti 2004) . The smaller number of observations for the CEE countries limit the extent to which different hypotheses can be separately identified for this group. 13 These countries also issue debt securities in their home financial markets, which are typically denominated in the domestic currency. Table 2 also does not address the currency composition of bank lending to these countries.
for CEE countries, the other components being foreign-owned debt securities issued domestically, as well as loans, deposits, and trade credits.
14
IV. CAPITAL FLOWS AND EXTERNAL ADJUSTMENT
The previous section has documented the growing recourse to foreign savings in CEE countries. Clearly, a country's net external liabilities-relative to the overall size of the economy-cannot grow without bound. In this section we ask what is the size of the "external adjustment" in CEE countries needed to stabilize net external liabilities over the medium term. It is well known that the answer to this question depends on the accumulated stock of external liabilities, the cost of servicing them, and the rate of growth of the domestic economy. However, in a world with increasing international financial integration, the cost of external finance depends on the structure of the external portfolio. We therefore show the key relations between net external position, the current account, the trade balance, and the rates of return on the external portfolio, and present simple examples on the needed size of external adjustment for CEE countries.
A. An Accounting Framework 15
The change in the net foreign asset position B can be written as follows:
where t B is the net foreign asset position, t CA is the current account balance, t KG is the capital gain or loss on net foreign assets (equal to the change in stocks minus the underlying flows) and the term t E includes factors such as capital account transfers (the so-called capital account balance) and errors and omissions that drive a wedge between a country's current account and net inflows of capital.
Indicating ratios to GDP with lower-case letters, we can express (1) as follows:
where t g is the growth rate of real GDP, t π is the inflation rate, and the term ε includes the ratio of capital transfers and errors and omissions to GDP. 16 Disregarding the latter term, as well as capital gains, 17 we obtain a simple equation relating the current account balance needed to stabilize the net external position to the outstanding external position and the nominal rate of growth of the economy: ( )
For example, in a country running a current account deficit of 5 percent of GDP and growing at 8 percent in nominal terms (5 percent real growth and 3 percent inflation), net external liabilities would stabilize at just over 60 percent of GDP. The equation above makes it clear that a growing country can sustain a 'permanent' current account deficit, and that this deficit can be larger, the larger the growth rate and the larger the stock of external liabilities that the country will service in the long run.
Clearly, if the country starts from a level of external liabilities below 60 percent, a constant current account balance with growing external liabilities will imply an underlying improvement in the trade balance that offsets the higher interest bill associated with the increasing liabilities. Indeed, the current account t CA equals the sum of the balance on goods, services, and current transfers t BGST and the investment income balance 1 1
, where A and L are external assets and liabilities, respectively, and
i are the nominal yields on these assets and liabilities. 18 We can then express equation (2) as follows:
The second term on the right-hand-side of equation (3) , and an 16 If we measure net foreign assets in domestic currency, the effects on the stock position of changes in the exchange rate vis-à-vis the dollar or the euro will be captured by the capital gains term KG. In this case, t π in equation (2) is the inflation rate in domestic currency. If instead we measure net foreign assets in foreign currency, t π is the inflation rate in dollars or euros.
17 In order to disregard capital gains we need to assume that the exchange rate is broadly stable in nominal terms vis-à-vis the relevant foreign benchmark (the euro or the dollar). 18 We incorporate international labor income in the term BGST. − ≈ + − . That is, if a country is a net debtor (b < 0) and the rate of return exceeds the growth rate (r > g) a trade surplus is needed to ensure that the ratio of external liabilities to GDP does not grow without bounds. In the more general case in which A L r r ≠ , equation (4) shows that differences in rates of return between external assets and liabilities will have an importance that is proportional to the scale of the country's international balance sheet. For example, if the total stock of external assets and liabilities is of the order of 100 percent of GDP, and a country pays a rate of return on its liabilities which exceeds the return on assets by 100 basis points, the trade surplus necessary to stabilize the net external position will be 1 percentage point of GDP larger than in the absence of any return differential. 20 The increase in international financial integration for CEE countries documented in the previous section highlights the increasing role that rates of return on the external portfolio play in explaining the evolution of the external position.
We can further decompose total assets and liabilities into their "debt" and "equity" components, with the latter including portfolio equity and foreign direct investment holdings: domestic currency. Consequently, an unexpected exchange rate depreciation (not reflected in ex-ante interest differentials) will increase the domestic-currency rate of return on external assets and hence improve the net foreign asset position. In contrast, for emerging markets that are net debtors and whose external liabilities are primarily denominated in foreign currency, a real exchange rate depreciation raises the domestic-currency burden of foreign liabilities. For CEE countries, external assets are typically denominated in foreign currency, while the equity component of external liabilities (FDI and portfolio equity) is domesticcurrency-denominated. 22 Therefore the implications of an exchange rate depreciation for the value of the external position is ambiguous-it is likely to be negative for countries with a large stock of foreign-currency-denominated external debt, but it can be positive is the country's foreign assets exceed foreign-currency debt liabilities. 23 More generally, differential changes in asset prices (for example, in stock prices) across countries will tend to drive a wedge between returns on external assets and liabilities.
B. Implications for the Trade Balance
Equation (5) can be used, together with projections for medium-term rates of return and growth rates, to calculate the level of the trade balance (inclusive of transfers and remittances) that would stabilize the net external position, for a given structure of the external portfolio. We undertake this exercise for the CEE countries, taking as starting point the external position and the structure of the external portfolio as of the end of 2004. We should point out at the outset that there is no presumption that external liabilities should be stabilized at the current level. Indeed, in some cases the current level is already very high by international standards, and a decline over the medium term would reduce external vulnerabilities.
Our projections are constructed as follows.
• For output growth we take the average growth rate over 2005-2010 as projected in the IMF's World Economic Outlook;
• For foreign direct investment and portfolio equity investment in the country, our baseline assumption is that the rate of return will move together with the growth rate of the economy. This assumption reflects the risk-sharing role of equity investment-if the country does well overall, foreign investors are going to reap higher rates of return and vice versa. For simplicity, we assume that the average return on equity can be represented by a constant spread over the growth rate (in our calculations, we set the spread at 100 basis points).
22 By the latter, we mean that the foreign-currency returns on FDI and portfolio equity liabilities will typically be highly correlated with currency movements. 23 An important feature of CEE economies is the tendency to experience trend real appreciation for Balassa-Samuelson reasons (Lipschitz et al (2002) ; Begg et al (2003) ).
• For foreign debt liabilities, the rate of return is assumed to be equal to the projected interest rate on long-term bonds in the euro area plus a spread. This spread can be interpreted as combining the effects of a default risk premium on euro-denominated bonds and a default risk premium plus currency risk premium on domestic-currency bonds. For the Baltic countries, we set the spread at 50 basis points; for the other countries, the benchmark spread is 150 basis points although we also report results for the alternative scenario in which the spread for all countries is set at 50 basis points.
• For foreign direct investment and portfolio investment abroad, the rate of return is assumed to exceed the world growth rate by 100 basis points, for reasons analogous to those mentioned in the discussion of returns on equity liabilities;
• Finally, the rate of return for debt assets abroad is assumed to be equal to the projected interest rate on euro bonds.
One should note that world interest rates are assumed to increase over the medium term from their currently low levels. Ceteris paribus, this will imply that the investment income balance of countries with net debt liabilities (the large majority of CEE countries-see figure 7 ) is projected to deteriorate over the medium term. Table 3 provides the data on external assets and liabilities (as in equation (5)) and Table 4 gives the liabilities-stabilizing trade balance under the baseline assumptions on returns, as well as under two alternative scenarios: one with lower spreads on external debt, and the other with lower domestic GDP growth. The average trade balance during the period 2001-2004 is also provided, so as to get a rough idea of the trade adjustment necessary over the medium term.
One first interesting result is that the trade surplus needed to stabilize the net external position at its current level shows relatively small cross-country differences, despite very large differences in the net external position. This is due to the fact that the difference between the rates of return and the growth rate is generally small, such that the dynamics of the external position is largely driven by the trade balance. Under these assumptions, the necessary adjustment in the trade balance is particularly large for countries that are running large trade deficits, rather than necessarily for countries with large external liabilities.
A second key implication of the analysis is that the necessary shift in the trade balance is very substantial in a number of CEE countries, particularly for Baltic countries, Bulgaria, and Romania. Over the medium term, the exports of these countries need to outpace imports to ensure that external liabilities are stabilized relative to the size of the economy.
A third implication is that lower spreads on external debt (column (2)) reduce the required trade surplus, particularly for countries with large external debt liabilities such as Croatiaa 100 basis points reduction in the spread reduces the needed trade surplus by 0.8 percent of GDP. In contrast, higher growth has a modest impact on the needed trade surplus-while it implies more favorable debt dynamics, it also raises the return on FDI and equity liabilities, which are an important part of total external liabilities. Of course, this is just a manifestation of international risk sharing principles-if CEE countries were relying more heavily on foreign-currency-denominated external debt, the impact of lower growth on the needed trade surplus would be larger.
Would trade balance reversals of this order of magnitude imply a massive outflow of capital from CEE countries? Clearly not. Given the large negative external position, the investment income balance would remain in substantial deficit, consequently so would be the current account. Because of the projected worsening of the investment income balance for some of the CEE countries, relative to its current levels, the implied shift in the current account needed to stabilize the external position is smaller than the shift in the trade balance.
V. CONCLUDING REMARKS
The CEE countries are an excellent case study in understanding the potential gains from international financial integration. The large current account deficits of the last decade have plausibly facilitated a more rapid convergence rate in output and living standards than would otherwise have been possible. Moreover, much of the capital inflows have taken the form of FDI, which provides attractive risk-sharing and technological benefits. Looking forward, the prospect of deeper integration with other EU-member countries for those CEE countries that have already joined the EU, plus the accession prospects for Bulgaria, Croatia, and Romania, could well bring additional benefits-lower perceived risk, stronger demand for exports, and higher labor remittances from workers moving to richer countries. The long-overdue recovery in the euro area would also provide a much needed boost to external demand, thus helping external sustainability.
On the other hand, the stock of external liabilities is high by international standards in several CEE countries, and the needed adjustment in the trade balance over the medium term is substantial, a task which is not made easier by the limited room for exchange rate correction. In addition, these countries have benefited from exceptionally favorable external financing conditions in recent years, as demand for external finance has waned in other emerging markets that are running large current account surpluses, world interest rates remain very low, and emerging market debt spreads are at record low levels. While Slovenia has maintained limited external imbalances throughout the period, and Poland and (to an extent) the Czech Republic have reduced their current account deficits in recent years, most other countries have seen a significant expansion in their current account deficits from 2002 onwards. For this reason, any sharp adjustment in the external balance could be quite disruptive in terms of reversing this momentum. Looking forward, policymakers need to ensure the resilience of these countries' external positions to a less favorable international financial markets environment.
Our illustrative calculations have highlighted how the adjustment path for the trade balance in future years depends on the rates of return on FDI investments in the CEE countries-the higher is the profitability of FDI, the larger is the trade surplus that is required. However, by the same token, a high return on FDI is likely to be associated with a high rate of domestic output growth, making repayments more affordable. Note: trade balance defined as sum of balance on trade in goods and services, plus net current transfers and capital account transfers, in percent of GDP. Baseline assumptions: the rate of return on equity liabilities is equal to the economy's growth rate plus 100 basis points. For all countries, the rate of return on debt assets is equal to 2.5 percent in real terms, the rate of return on equity assets is equal to the world's growth rate (4.3 percent) plus 100 basis points, and the spread on debt liabilities is equal to 150 basis points over debt assets. Lower spread assumption: debt spread reduced to 50 basis points. Higher growth assumption: growth (and the return on equity liabilities) higher by 1 percent in all countries.
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